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D and H, United Kingdom corporations, were
controlled foreign corporations with respect to P. H
was a wholly owned subsidiary of D. In 1997, D sold
the stock of Hto an unrelated third party. 1In 1999, P
requested that H be granted an extension of tine to
retroactively elect to be treated as a “di sregarded
entity” pursuant to sec. 301.7701-3, Proced. & Adm n.
Regs., effective “immediately prior to” Ds sale of the
H stock. R granted the requested extension of time on
Mar. 31, 2000. H s retroactive disregarded entity
el ection was filed on or about Oct. 10, 1999. Pursuant
to that election, there was, for Federal tax purposes,
a deened sec. 332, I.R C, liquidation of H followed
imedi ately by Ds deened sale of Hs assets, rather
than a sale by D of the H stock

Held: In light of Rs admnistrative gui dance
pertaining to the tax effects of a Iiquidation governed
by secs. 332 and 381, I.R C., Ds deened sale of Hs
assets constitutes a sale of property used in D s trade
or business within the neaning of sec. 1.954-
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2(e)(3)(ii) through (iv), Income Tax Regs., with the
result that Ds gain on that sale does not constitute
Subpart F (foreign personal hol ding conpany) incone to
P pursuant to sec. 954(c)(1)(B)(iii), I.RC

Rauenhorst v. Comm ssioner, 119 T.C. 157 (2002),
appl i ed.

Robert D. \Wori skey, George Ponpetzki, Eduardo A

Cukier, and Linda Galler, for petitioner.

Lyle B. Press, for respondent.

OPI NI ON

HALPERN, Judge: Dover Corporation (petitioner) is the
common parent of an affiliated group of corporations nmaking a
consolidated return of inconme (the group or affiliated group).

By notice of deficiency dated Septenber 14, 2000 (the notice),
respondent determ ned deficiencies in Federal income tax for the
group for its 1996 and 1997 taxable (cal endar) years in the
amounts of $9, 329,596 and $24, 422,581, respectively. Al but one
of the adjustnents that gave rise to those determ nations have
been settled, and this report addresses the sole remaining issue,
whi ch involves an interaction between the so-called check-the-box
regul ations and the definition of foreign personal hol ding
conpany incone (FPHCl); viz, whether the deened sale of assets

i medi ately follow ng their deened recei pt (pursuant to the
check-the-box regulations) froma disregarded foreign entity

gives rise to FPHC
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Unl ess otherw se stated, all section references are to the
I nternal Revenue Code in effect for 1997, the year at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

Backgr ound

| nt r oducti on

This case was submtted for decision without trial pursuant
to Rule 122. Facts stipulated by the parties are so found. The
stipulation of facts filed by the parties, with attached
exhibits, is included herein by this reference. Respondent
obj ects, on the grounds of relevance, to 26 exhibits referenced
in certain of the stipulations. See the discussion infra section
I V.

Petitioner is a Del aware corporation, whose shares are
publicly traded and which maintains its principal place of
busi ness in New York, New YorKk.

Busi ness Activities of the Affiliated G oup

Together, the affiliated group is a diversified industrial
manuf act urer, producing through its nenbers and foreign
subsidiaries a broad range of products and sophisticated
manuf act uri ng equi pnment for other industries and busi nesses.
During and prior to 1997, the group’s business activities were
divided into five business groups, one of which was known as

Dover El evator.



Dover El evat or

Dover Elevator, |ike each of the other business groups, was
managed by a headquarters corporation, Dover El evator
International, Inc. (DEl), a domestic corporation. However, not
all of the corporations that constituted Dover Elevator were
direct or indirect subsidiaries of DEI. During 1997, DEl’s
Uni ted Ki ngdom (UK) el evator busi ness was conducted by Hammond &
Chanmpness Limted (H& ), a UK corporation engaged in the business
of installing and servicing elevators. H&C was wholly owned by a
UK hol di ng conpany, Dover U.K. Holdings Limted (Dover UK), which
was wholly owned by a Del aware corporation, Delaware Capital
Formation (DCF), which, finally, was wholly owned by petitioner.

Sal e of H&C

On June 30, 1997, Dover UK and petitioner entered into an
agreenent with Thyssen Industrie Holdings U K PLC (Thyssen), a
CGerman corporation registered in England and Wales, and its
CGerman parent, Thyssen Industrie AG for the sale by Dover UK to
Thyssen of the entire issued share capital of H&C (the agreenent
or stock sale agreenent). The agreenent provided that it and
ot her specified docunents and agreenents relating to the sale
were to be held in escrow until the “Escrow Rel ease Date” (July
11, 1997), by which tine it was anticipated that the purchaser
woul d have “conpleted its due diligence inquiries, and * * *

determned that it does wish to proceed with * * * [the sale]”
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(the “escrow condition”). Dover UK, as “Vendor”, also agreed to
acconplish certain docunent deliveries and undertakings by July
11, at which tinme Thyssen, as “Purchaser”, was required to
“satisfy the consideration for the Shares”. Dover UK al so agreed
to carry on the H&C business “in the normal course w thout any
interruption” between June 30 and July 11, 1997. On July 11,
1997, Thyssen notified Dover UK that the escrow condition had
been satisfied, and (we assune, since there is no stipulation)
t he purchase price was received by Dover.!?

Petitioner obtained an opinion of UK counsel dated July 3,
2001, that, as a matter of English |law, beneficial title to the
H&C shares passed from Dover UK to Thyssen on July 11, 1997, when
the escrow condition was satisfied.

Retroactive Election To Treat H&C as a Di sregarded Entity

By letter dated Decenber 3, 1998, petitioner, on behal f of
its (then) fornmer indirect subsidiary, H&C, requested that
respondent grant an extension of time, pursuant to sections
301.9100-1(c) and 301.9100-3, Proced. & Adm n. Regs., for H&C to
file aretroactive election to be a disregarded entity for

Federal tax purposes (the request for 9100 relief).

! DElI sold its German el evator service subsidiaries to
Thyssen effective June 1, 1997, and nmenbers of the affiliated
group sold the remai nder of the group’s el evator business, within
and without the United States, to Thyssen Industrie AG and
Thyssen El evator Hol ding Corp. in January 1999. Thus, in a
series of three transactions, the Thyssen group purchased the
group’s worl dw de el evat or busi ness.
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Specifically, petitioner requested: “H&C be granted an extension
of tinme to nmake an election: (a) * * * to be disregarded as an
entity separate fromits owner for U S. tax purposes and (b)
effective imediately prior to the sale of stock in H&C by Dover
UK to Thyssen UK. "2 In the request for 9100 relief, petitioner
stated that the date of the sale was June 30, 1997, and, on the
Form 8832, Entity Classification Election (Form 8832), attached
to the request for 9100 relief, it set forth June 30, 1997, as
t he proposed effective date of the el ection.

Initially, respondent was reluctant to grant the request for
9100 relief, in large part, because, in respondent’s view,
petitioner should not be entitled to benefits it mght claim
resulted fromthe disregarded entity election; i.e., the
avoi dance of FPHCI on the deened sale of the H&C assets.
However, after representatives of petitioner and respondent
conferred, and petitioner nmade a suppl enental subm ssion,
respondent, on March 31, 2000, granted the requested relief.
Specifically, respondent granted to H&C “an extension of tine for

maki ng the election to be disregarded as an entity separate from

2 Pursuant to sec. 301.7701-3(c)(1)(iii), Proced. & Adnm n.
Regs., H&C could have nmade the election to be a di sregarded
entity at any time within 75 days after the date (June 30, 1997),
specified on the election form (Form 8832, Entity C assification
El ection). Because petitioner inadvertently m ssed that
deadline, it was required to request an extension of tine,
pursuant to secs. 301.9100-1(c) and 301.9100-3, Proced. & Adm n.
Regs., to nmake the el ection.
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its owner for federal tax purposes, effective immedi ately prior
to the sale on * * * [June 30, 1997%, until 60 days follow ng
the date of this letter.” Respondent, however, added the
foll om ng caveat:

no i nference should be drawn fromthis letter that any

gain fromthe sale of * * * [H&C s] assets immedi ately

followwng its election to be disregarded as an entity

separate fromits owner gives rise to gain that is not

forei gn personal hol ding conpany incone as defined in

section 954(c)(1)(B) of the Internal Revenue Code.

On or about Cctober 10, 1999, H&C nade an el ection on Form
8832 to be disregarded as a separate entity. The Form 8832
specifies that the election is to be effective begi nning June 30,

1997.

Di scussi on

| nt roducti on

This case presents an issue of first inpression and, insofar
as we are aware, the first occasion that any court has had to
opi ne on the inpact of the so-called check-the-box regul ations on
the application of a specific provision of the Internal Revenue
Code of 1986 (the Code), in this case, section 954(c)(1)(B)(iii)

(defining, in part, FPHCl).*

3 Based upon petitioner’s representation, that is the
assuned date of the sale of the H&  stock by Dover UK

4 There has, however, been much comentary concerning the
i ssue before us today. E.g., Sheppard, “Behind the Ei ght Ball on
Check-t he- Box Abuses”, 101 Tax Notes 437 (COct. 27, 2003); Yoder &
Everson, *“Check-and-Sell Transactions: Proposed Regul ations
(continued. . .)



1. Code and Requl ati ons

A. The Code

The provision of the Code principally at issue is section
954. Section 954 is found in subpart F of part |11, subchapter
N, chapter 1, subtitle A of the Code (Subpart F), which
enconpasses sections 951-964. Subpart F is concerned with
controlled foreign corporations (CFCs). Neither party disputes
that, in 1997, both Dover UK and H&C (up until it becane a
di sregarded entity) were CFCs, as that termis defined in section
957(a). Section 951 provides that each United States sharehol der
of a CFC shall include in gross incone certain anmounts, including
“his pro rata share * * * of the * * * [CFC s] subpart F incone”
for the taxable year. Sec. 951(a)(1)(A)(i).®> Subpart F incone
i ncl udes “foreign base conpany inconme (as determ ned under
section 954)”. Sec. 952(a)(2). Pursuant to section 954(a)(1),
forei gn base conpany incone includes FPHCI, which is defined, in
pertinent part, in section 954(c) as foll ows:

(c) Foreign Personal Hol di ng Conpany | ncone. - -

(1) I'n general.--For purposes of subsection (a)(1l), the
term “foreign personal hol ding conpany incone” neans the

4(C...continued)
Wthdrawn, But Still Under Attack”, 32 Tax Mgnt. Int. J. 515
(Cct. 10, 2003); dick, “Treasury Wthdraws Extraordinary Check-
t he- Box Regul ations”, 101 Tax Notes 95 (Cct. 6, 2003).

5 The parties do not dispute that petitioner constituted a
“United States shareholder”, as defined in sec. 951(b), with
respect to Dover UK on the date of the sale of the H&C stock.
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portion of the gross incone which consists of:

* * * * * * *

(B) Certain property transactions.--The
excess of gains over |losses fromthe sale or
exchange of property--

* * * * * * *

(1i1) which does not give rise to any incone.

B. The Requl ati ons

1. Requl ati ons Under Section 954(c) (1) (B)(iii)

In pertinent part, section 1.954-2(e)(3), Incone Tax Regs.,
whi ch defines “property that does not give rise to incone”,
provi des:

(3) Property that does not give rise to incone.
Except as otherwi se provided in this paragraph (e)(3),
for purposes of this section, the termproperty that
does not give rise to inconme includes all rights and
interests in property (whether or not a capital asset)
i ncluding, for exanple, forwards, futures and options.
Property that does not give rise to inconme shall not
i ncl ude- -

(1i1) Tangible property (other than real
property) used or held for use in the
controlled foreign corporation’s trade or
business that is of a character that woul d be
subject to the allowance for depreciation
under section 167 or 168 and the regul ations
under those sections (including tangible
property described in section 1.167(a)-2);

(1i1) Real property that does not give
rise to rental or simlar incone, to the
extent used or held for use in the controlled
foreign corporation’s trade or business;
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(tv) Intangible property (as defined in
section 936(h)(3)(B)), goodwi ||l or going
concern value, to the extent used or held for
use in the controlled foreign corporation’s
trade or business][.]

In pertinent part, section 1.954-2(a)(3), Incone Tax Regs.,
provides: “The use * * * for which property is held is that use *
* * for which it was held for nore than one-half of the period
during which the controlled foreign corporation held the property
prior to the disposition.”

2. The Check-the-Box Requl ati ons

a. Devel opnent and | ssuance of the Requl ati ons

The Comm ssi oner announced, in Notice 95-14, 1995-1 C. B
297, that the Internal Revenue Service (IRS) and the Depart nment
of the Treasury (Treasury) were considering sinplifying the
entity classification regulations to allow taxpayers to treat
bot h donestic (unincorporated) and foreign business organizations
as partnershi ps or associations (generally taxable as
corporations) on an elective basis. In Notice 95-14, the
Commi ssioner justified the proposed radical departure fromthe
exi sting classification regulations by observing that, as a
“consequence of the narrowi ng of the differences under |ocal |aw
bet ween corporations and partnerships * * * taxpayers can achi eve
partnership tax classification for a non-publicly traded
organi zation that, in all neaningful respects, is virtually

i ndi stinguishable froma corporation.” |d. The Conm ssioner
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further observed that the proliferation of revenue rulings,
revenue procedures, and letter rulings determning or relating to
the classification for Federal tax purposes of Iimted liability
conpani es and partnerships fornmed under State | aw had nmade the
existing classification regulations unnecessarily cunbersone to
adm nister, and the resulting conplexities risked | eaving small
uni ncor porated organi zations with insufficient resources and
expertise to apply the current classification regulation to
achi eve the organi zation’s desired classification. |1d. The
Comm ssioner also stated that, because the sanme types of concerns
“are mrrored in the foreign context,” the IRS and Treasury “are
considering sinplifying the classification rules for foreign
organi zations”. ld. at 298. Notice 95-14 invited coments and
schedul ed a public hearing. [1d. at 299.

In 1996, the witten comments and public hearing were
foll owed by the issuance of, first, proposed and, then, final
classification regulations. See PS-43-95, Proposed |Incone Tax
Regs., 61 Fed. Reg. 21989 (May 13, 1996) (the proposed
regul ations); T.D. 8697 (Decenber 18, 1996), 1997-1 C B. 215 (the
final regulations). The classification regulations are commonly
referred to as the “check-the-box” regul ati ons because of their
el ective feature. See, e.g., Schler, “Initial Thoughts on the
Proposed ‘ Check-the-Box’ Regul ations”, 71 Tax Notes 1679 (June

17, 1996).
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Not only did both sets of regulations permt nobst donestic
(uni ncor porated) and foreign business organizations to el ect
bet ween associ ation and partnership classification for Federal
tax purposes, as first proposed in Notice 95-14,° but, of
particul ar relevance to this case, they both extended the
el ective regine to single-owner organi zations. Under the final
regul ati ons, single-owner organi zations are permtted to el ect
“to be recognized or disregarded as entities separate fromtheir
owners.” Sec. 301.7701-1(a)(4), Proced. & Adm n. Regs.

The final regul ations becane effective as of January 1,
1997, with a special transition rule for existing entities. T.D.

8697, 1997-1 C.B. at 219.°

6 The final regulations provide a |ist of organizations
(substantially the sanme as those listed in the proposed
regul ations) fornmed under foreign (or U S. possession) |awthat,
subject to certain grandfather rules, are treated as per se
corporations. See sec. 301.7701-2(b)(8), (d), Proced. & Adm n.
Regs. In general, the list includes the publicly traded, limted
l[Tability organization that may be forned under the |aw of each
country or possession. The per se corporation under United
Kingdomlaw is a public limted conpany. H&C was not such a

conpany.

" The check-the-box regul ations, like the classification
regul ations that they replaced, were issued under sec. 7701(a)(2)
and (3), which defines the terns “partnership” and “corporation”.
Some comment at ors have questioned whether the regul ations
constitute a valid exercise of the Treasury Secretary’s
authority under sec. 7805(a) to issue interpretive regul ations.
See, e.g., Staff of Joint Conmttee on Taxation, Review of
Selected Entity Classification and Partnership Tax |ssues, at

13-17 (J. Comm Print Apr. 18, 1997); MKee et al., Federal
Taxation of Partnerships and Partners, par. 3.08 at 3-102 (3d ed.
1997); Dougan et al., “Check The Box”--Looking Under The Lid, 75

(continued. . .)
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The preanble to the final regul ations contains the foll ow ng
war ni ng to taxpayers:

in light of the increased flexibility under an el ective

reginme for the creation of organizations classified as

partnerships, Treasury and the IRS will continue to

monitor carefully the uses of partnerships in the

i nternational context and will take appropriate action

when partnerships are used to achieve results that are

inconsistent with the policies and rules of particul ar

Code provisions or of U S tax treaties. [T.D. 8697,

1997-1 C. B. at 216.]
The preanble to the proposed regul ations contains a substantially
i dentical warning, except that the promse is to “issue
appropriate substantive gui dance” rather than “take appropriate
action” with regard to the use of partnerships for what Treasury
and | RS consi der inproper purposes in the international context.
See 61 Fed. Reg. at 21990 (May 13, 1996). W surmi se that the
change in | anguage signaled an intent not only to address
percei ved abuses in the use of partnerships in anended
regul ati ons, revenue rulings, or other public pronouncenents
that, generally, would have prospective effect but also to
chal | enge those percei ved abuses on audit. For no apparent
reason, the warning did not extend to allegedly inappropriate

uses of disregarded entities, the type of organi zation involved

in this case.

(...continued)
Tax Notes 1141, 1143-1144 (May 26, 1997); Mundstock, A Unified
Approach To Subchapters K & S, 11 n.35 (2002). Neither party has
chal l enged the validity of all or any portion of the regulations.
Therefore, for purposes of this case, we accept (w thout
deci ding) that the regul ations are valid.
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b. Amendnents to the Requl ati ons

Since they were issued, the (final) check-the-box
regul ati ons have been anended several tines. The only relevant
amendnents were additions to the regul ations that, together,
constitute the existing paragraph (g) of section 301.7701-3,
Proced. & Admn. Regs. See T.D. 8844, 1999-2 C B. 661, 666-667;
T.D. 8970, 2002-1 C.B. 281, 282. Although those anendnents are
generally effective as of the dates of issuance (Novenber 29,
1999, and Decenber 17, 2001, respectively), both amendnents
provide for retroactive application for elections filed before
those dates if all affected persons take consistent filing
positions. See sec. 301.7701-3(g)(2)(ii), (4), Proced. & Adm n.
Regs. The parties have stipulated that the election by H&C, on
Form 8832, to be a disregarded entity was filed on or about
Cct ober 10, 1999, which precedes the general effective dates.

On brief, both parties have cited and relied upon portions of
section 301.7701-3(g), Proced. & Adm n. Regs. Therefore, we find
that the parties agree to the retroactive application of
paragraph (g) of section 301.7701-3, Proced. & Admn. Regs., to
H&C s di sregarded entity el ection.

c. Applicable Provisions of the Requl ati ons

Section 301.7701-3(a), Proced. & Adm n. Regs., sets forth

the general rule that “[a] business entity that is not classified
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as a corporation * * * can elect its classification for federal
tax purposes as provided in this section”.

In pertinent part, section 301.7701-3(g)(1)(iii), Proced. &
Adm n. Regs., provides:

(1i1) Association to disregarded entity. If an

eligible entity classified as an association elects * *

* to be disregarded as an entity separate fromits

owner, the followng is deenmed to occur: The

associ ation distributes all of its assets and

liabilities to its single owner in liquidation of the

associ ati on.

Section 301.7701-2(a), Proced. & Adm n. Regs., states that,
“if ** * [an] entity is disregarded, its activities are treated
in the sanme manner as a sole proprietorship, branch, or division
of the owner”.

Under section 301.7701-3(c)(1)(i), Proced. & Adm n. Regs., a
classification election, including an election to change
classification, is made by filing a Form 8832 with the IRS
service center designated on that form Under subdivision (iii),
the election is effective “on the date specified by the entity on
Form 8832" if, as in this case, one is specified.

Under section 301.7701-3(g)(3)(i), Proced. & Adm n. Regs.,
an election to change classification “is treated as occurring at
the start of the day for which the election is effective”, and
“[alny transactions that are deened to occur * * * as a result of
a change in classification [e.g., in the case of a change in

classification fromassociation to disregarded entity, the deened

liquidation] are treated as occurring i medi ately before the
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cl ose of the day before the election is effective”. For exanple,
if H&C s disregarded entity election is effective as of the start
of business on June 30, 1997, the deened liquidation of H&C is
treated as occurring imedi ately before the close of business on
June 29, 1997.

The maki ng of a disregarded entity election “is considered
to be the adoption of a plan of |iquidation imrediately before
t he deened liquidation”, thereby qualifying the parties to the
deened |iquidation for tax-free treatnent under sections 332 and
337. Sec. 301.7701-3(g)(2)(ii), Proced. & Adm n. Regs.

Lastly, section 301.7701-3(9g)(2)(i), Proced. & Adm n. Regs.,
provi des:

(2) Effect of elective changes.--(i) In general.

The tax treatnment of a change in the classification of

an entity for federal tax purposes by el ection under

paragraph (c)(1)(i) of this section is determ ned under

all relevant provisions of the Internal Revenue Code

and general principles of tax law, including the step
transacti on doctri ne.

The preanble to the 1997 proposed regul ati ons, which contains the
i dentical provision, explains the purpose of the above quoted
provi si on:

This provision * * * s intended to ensure that the tax
consequences of an elective change wll be identical to
t he consequences that woul d have occurred if the

t axpayer had actually taken the steps described in the
* * * regulations. [REG 105162-97, 62 Fed. Reg. 55768
(Cct. 28, 1997).]
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[11. Summary of the Parties’ Argunents

A. Petitioner’s Argunent

Petitioner argues that, by permitting a corporate taxpayer
to “disregard” the separate entity status of a subsidiary and,
instead, treat the subsidiary’ s business as a hypothetical branch
or division of the parent, the check-the-box regul ati ons override

the principle, based upon Mdline Props., Inc. v. Conm ssioner,

319 U. S. 436, 438-439 (1943), that the separate entity status of
a corporation may not be ignored for Federal tax purposes. As a
result (as petitioner sees it), Dover UK is deenmed not only to
sell H&C s assets (rather than its shares in H&C) but is deened
to be engaged in H&C s business at the tine of that sale.
Therefore, petitioner argues that the H&C assets are excl uded, by
section 1.954-2(e)(3)(i1) through (iv), Income Tax Regs., from
the definition of property “which does not give rise to any
income”, with the result that the deened sale of those assets did
not give rise to FPHCI pursuant to section 954(c)(1)(B)(iii).?®

Al ternatively, petitioner argues that, giving effect to the
“plain and ordinary meani ng” of section 954(c)(1)(B)(iii), Dover

UK s deened sale of the operating assets of H&C “coul d not

8 W find the parties to be in agreenment that, whatever our
deci sion regarding the issue of whether Dover UK s deened sal e of
t he H&C operating assets constituted a sale of “property which
does not give rise to any incone”, that decision applies to all
of H&C s assets as of the date of the deened asset sale to
Thyssen.
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possi bly have been a sale of property ‘which does not give rise
to any incone’ because those assets were conponents of an active,
ongoi ng commercial enterprise, which did give rise to incone.”
Therefore, petitioner argues that, because the requirenent in
section 1.954-2(e)(3)(ii) through (iv), Income Tax Regs., that
such assets be used in the seller’s trade or business goes beyond
the narrow statutory mandate that such assets sinply not be
property “which does not give rise to any incone”, that
regul ation is invalid.

B. Respondent’s Argunents

Respondent argues that the deened sale of the H&C operating
assets was not a sale of property used or held for use in Dover
UK's business. Therefore, respondent continues, that property
was not excluded fromthe definition of property “which does not
give rise to any incone” pursuant to section 1.954-2(e)(3)(ii)
through (iv), Income Tax Regs., and its deened sal e by Dover UK
gave rise to FPHCI taxable to petitioner. Secs. 951(a)(1) (A (i),
952(a)(2), 954(a)(1), (c)(1)(B)(iii).

Based primarily on the statutory | anguage and | egi sl ative
hi story of section 954(c)(1)(B), respondent also rejects
petitioner’s argunment that section 1.954-2(e)(3)(ii) through

(tv), Income Tax Regs., is invalid.
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| V. Mbtion and Evidentiary Objection

A. Petitioner’s Mdtion To Strike

1. | nt r oducti on

On July 14, 2003, after the parties’ subm ssion of briefs,
pursuant to Rule 52, petitioner noved to strike respondent’s
argunment that, as a matter of law, the doctrine of duty of
consi stency mandates a finding that Dover UK s sale of H&C stock
to Thyssen was conpl eted as of June 30, 1997, not July 11, as
urged by petitioner.

2. Duty of Consistency Arqgunent

In its notion, petitioner denies that it is attenpting to
“change or recharacterize the facts [regarding the date of the
sale of the H&C stock] in this fully stipulated case” or that it
has “acted in a deceitful or msleading way” as inplied by
respondent. Rather, petitioner states that (1) the issue as to
whet her the stock sal e agreenent provided for a June 30 or July
11 sale of the H&C stock presents an issue of law and (2) its
prior representation that the date of sale was June 30, 1997,
constituted “a clear cut m stake of law * * * not a
m srepresentation of fact”. Petitioner also argues that
respondent was not surprised by petitioner’s argunent because, on
Decenber 12, 2001, nore than a year before it filed its opening
brief, on March 5, 2003, petitioner apprised respondent of its

new position regarding the date of sale. That notification
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consisted of a letter to respondent’s counsel enclosing a copy of
an opinion of U K counsel that, under English law, July 11,
1997, was the actual date on which the sale of the H&  stock was
conpl et ed.

Respondent objects to petitioner’s notion on the ground that
(1) respondent’s position is nothing nore than a legitimte | egal
argunment and (2) petitioner has not shown that respondent’s
argunents are “redundant, inmaterial, inpertinent, frivolous, or
scandal ous matter” within the neaning of Rule 52.

I n essence, petitioner’s notion raises the issue of whether
we should strike respondent’s attack on petitioner’s argunent
that the sale of the H&C stock occurred on July 11, 1997, the
date referred to in the stock sale agreenent as the “escrow
rel ease date”, rather than on June 30, 1997, the date of that
agreenent and the date represented by petitioner to be the date
of sale in the request for 9100 relief. |In framng that issue,
the parties have assuned that, were we to find that the stock
sale occurred on July 11, 1997, rather than on June 30, 1997,
there necessarily would be an 11-day period between the deened
liquidation of H&C into Dover UK and Dover UK s deened sal e of
t he H&C operating assets, during which period Dover UK nust be
deened to have operated the H&C business as its own. Under those
ci rcunst ances, petitioner’s assertion that Dover UK s deened sal e

of the H&C operating assets constituted a sale of property used
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inits (Dover UK s) business is arguably nore persuasive than it
woul d be if the assets are deened to have been sold i medi ately
after the deened |iquidation of H&C.

The underlyi ng assunption by both parties is that, whether
the sale of the H&C stock (and, therefore, the deened sal e of
H&C s assets) occurred on June 30 or July 11, 1997, the deened
liquidation of H& is considered to have occurred i nmedi ately
before the cl ose of business on June 29, 1997, the day before the
effective date of H&C s disregarded entity el ection, as specified
in the Form 8832 filed by H&C. See sec. 301.7701-3(c)(1)(iii),
(9)(3)(i), Proced. & Adm n. Regs. W question that underlying
assunption. Inits initial request for 9100 relief, petitioner
specifically requested that “H&C be granted an extension of tinme
to make * * * [a disregarded entity election] effective

imediately prior to the sale of stock in H& by Dover UK to

Thyssen UK’. (Enphasis added.) Consistent with petitioner’s
request, respondent granted to H&C, “an [ 60-day] extension of
time for making [a disregarded entity] election * * * effective

imedi ately prior to the sale [of H&C stock] on [June 30, 1997]".

(Enphasi s added.) Both petitioner, in filing the Form 8832
listing June 30, 1997, as the effective date of the disregarded
entity election, and respondent, in accepting that filing,
bel i eved that June 30, 1997, was the date of the H&C stock sale

and that the deened |iquidation occurred “imediately prior to”
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that sale. Therefore, although it is not addressed by the
parties, we believe that the parties’ mutual understanding that
the deened liquidation of H& was to be “effective inmmediately
prior to” the sale of the H&C stock raises an issue as to whet her
t hat deened |iquidation should be treated as occurring (1)

“imedi ately prior to” the sale, whether that sale occurred on
June 30 or July 11, 1997, or (2) regardless of the actual date of
sale, imedi ately before the close of business on June 29, 1997,
the day before the effective date of the disregarded entity

el ection, as specified in the Form 8832 filed by H&C. We find it
unnecessary to resolve that issue, however, because, as discussed
infra section V.C., our decision does not depend upon the |length
of tinme between the deened |liquidation of H&C and the actual sale
of its stock (i.e., deened sale of its assets).

Because resolution of the date-of-sale issue is unnecessary
to our decision in this case, the issue as to whether
respondent’s duty of consistency argunent should be stricken is
essentially noot.

3. Concl usi on

Petitioner’s notion to strike will be deni ed.

B. Respondent’s bjection to Stipul ated Exhibits

The exhibits to which respondent objects on the grounds of
rel evance were all executed in connection with the sale of the

H&C stock to Thyssen. They were introduced by petitioner in
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order to show the nmultiplicity of steps taken and docunents
execut ed between June 30 and July 11, 1997, in order to conplete
the sale in accordance with the ternms of the June 30, 1997,
agreenent. As stated supra section IV.A 2., our decisionin this
case does not depend upon the actual date of the H&C stock sale.
As a result, respondent’s evidentiary objection, like
petitioner’s notion to strike respondent’s duty-of-consistency
argunent, is essentially noot. Therefore, we shall overrule
respondent’ s objection.

V. Status of the H&C Assets as Assets Used in Dover WK's
Busi ness: Application of Section 1.954-2(e)(3), |Incone Tax

Regs.

A. | nt r oducti on

Petitioner argues that Dover UK s deened sale of the H&C
assets qualifies as a sale of property used in Dover UK s trade
or business. Therefore, pursuant to section 1.954-2(e)(3)(ii)
through (iv), Income Tax Regs., that property is not, within the
meani ng of section 954(c)(1)(B)(iii), property “which does not
give rise to any incone”, and Dover UK s sal e does not give rise
to FPHCI taxable to petitioner. In support of its argunent,
petitioner relies upon the check-the-box regulations and revenue
rulings previously issued by respondent. Respondent disagrees on
the basis of caselaw, which he cites in support of his argunent
that Dover UK s deened sale of the H&C operating assets did not

constitute a sale of assets “used or held for use” in Dover UK s
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busi ness within the neaning of section 1.954-2(e)(3)(ii) through
(i1v), Income Tax Regs.

B. The Rel evant Authorities

1. Section 301.7701-2(a), Proced. & Adnmi n. Regs.

Petitioner argues that “the check-the-box regulations * * *
i npose continuity of business enterprise as a consequence of * *
* [a disregarded entity] election”, citing section 301.7701-2(a),
Proced. & Adm n. Regs. In pertinent part, that regulation
provides: “If * * * [a business entity with only one owner] is
di sregarded, its activities are treated in the sanme manner as a
sol e proprietorship, branch or division of the owner.”

Petitioner argues: “As a consequence [of the above-quoted
regul ation], there was as a matter of |aw and under respondent’s
own check-the-box regulations * * * a continuing business use of
H&C s assets, which were deened to be a branch or division of
Dover UK.”

2. The Revenue Ruli ngs

Petitioner also argues that respondent’s position in this
case is “wholly inconsistent wwth” his position contained in
publ i shed revenue rulings, which, under principles derived from
the attribute carryover rules of section 381(c) applicable to
section 332 liquidations, “unequivocally attribute the trade or
busi ness of a subsidiary that is |iquidated under section 332 to

its parent.” Therefore, because H&C s di sregarded entity
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el ection involved a deened section 332 |liquidation of H&C, see
sec. 301.7701-3(g)(1)(iti) and (2)(ii), Proced. & Adm n. Regs.,
petitioner concludes that respondent’s position violates the

princi pl e of Rauenhorst v. Conm ssioner, 119 T.C 157, 182-183

(2002), that “taxpayers should be entitled to rely on revenue
rulings in structuring their transactions, and they should not be
faced with the daunting prospect of the Comm ssioner’s di savow ng
his rulings in subsequent litigation”

The revenue rulings cited by petitioner involve the question
of whether the liquidation of a subsidiary followed by a pro rata
di stribution of the proceeds of the sale of the subsidiary’s
assets to the parent’s shareholders in partial redenption of the
parent’s stock may qualify as a partial |iquidation of the parent
under fornmer section 346(a)(2).°

The sem nal ruling upon which petitioner relies is Rev. Rul.

® At the tine of the issuance of the revenue rulings cited
by petitioner, secs. 331 and 336 governed the tax consequences to
t he sharehol ders and distributing corporation, respectively, of a
partial (or conplete) liquidation of the corporation, and sec.
346(a) defined the term“partial liquidation”. Sec. 222 of the
Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), Pub. L
97-248, 96 Stat. 478, anended (1) sec. 346 to elimnate the
definition of “partial |iquidation” contained therein and (2)
secs. 331 and 336 to omt the reference in each to a partial
liquidation. Sec. 222 of TEFRA al so anended (1) sec. 302(e) so
that, essentially, it enbodies the former sec. 346(a) definition
of a partial liquidation, and (2) sec. 302(b)(4), so that it
treats a redenption of stock froma non-corporate shareholder in
connection wth a partial liquidation of the distributing
corporation as a distribution in part or full paynment in exchange
for the stock under sec. 302(a).
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75-223, 1975-2 C.B. 109. That ruling describes three situations
in which a parent corporation (P) disposes of a wholly owned
operating subsidiary (S). In situation 1, Pliquidates Sin a
tax-free section 332 liquidation and sells the S assets for cash.
P distributes the cash to P s shareholders in redenption of a
portion of their P stock. Situation 2 is the same as situation 1
except that S sells its own assets for cash prior to the section
332 |iquidation and subsequent redenption distribution by P. 1In
situation 3, P sinply distributes the S stock pro rata to its
sharehol ders in redenption of a portion of their P stock. The
i ssue, as stated in the ruling, is “whether, and to what extent,
the fact that a corporation has conducted a portion of its
busi ness activities through a subsidiary rather than directly
precl udes the application of section 346(a)(2) of the Code.”
1975-1 C.B. at 110. Under former section 346, a distribution in
partial redenption of the stock of a corporation is considered to
be made in partial liquidation of the corporation if the
distribution is on account of “the [distributing] corporation’s
ceasing to conduct, or consists of the assets of, a trade or
business * * * [actively conducted throughout the prior 5-year
period and] not acquired by the corporation within such period in
a [taxable] transaction”. Fornmer sec. 346(a) and (b)(1). See
al so sec. 1.346-1(a)(2), Incone Tax Regs., stating: “An exanple

of a distribution which wll qualify as a partial |iquidation
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under * * * section 346(a) is a distribution resulting froma
genui ne contraction of the corporate business”.

The revenue ruling, after noting that “[t]he business
activities of a subsidiary are not generally considered to be
busi ness activities of its parent corporation”, recognizes that,
under a section 332 liquidation (where the carryover basis rul es
of section 334(b)(1) apply), “[s]ection 381, in effect integrates
t he past business results of the subsidiary (as represented by
its earnings and profits, net operating |oss carryover, etc.)
with those of the parent corporation.” Rev. Rul. 75-223, 1975-1
C.B. at 110. The revenue ruling then states:

For nost practical purposes, the parent corporation,

after the liquidation of the subsidiary, is viewed as

if it has always operated the business of the

| i qui dated subsidiary. Consequently, there is no

meani ngful distinction, for purposes of section

346(a)(2), between a corporation that distributes the

assets of a division, or the proceeds of a sale of

t hose assets, and a parent corporation that distributes

assets of a subsidiary, or the proceeds of a sale of

such assets, received fromthe subsidiary in a

I i qui dati on governed by sections 332 and 381. [1d.]
Accordingly, the ruling holds that, in situations 1 and 2, “the
fact that the distributions * * * were attributable to assets
that were used by a subsidiary rather than directly by the parent
w Il not prevent the distribution fromqualifying as a ‘genui ne

contraction of the corporate business’ of the parent within the



- 28 -
nmeani ng of section 1.346-1(a)(2) of the regulations.” 1d.?°
I n Chief Counsel Menorandum (G C. M) 37,054 (Mar. 21
1977),1 the IRS Chi ef Counsel described the position taken in
Rev. Rul. 75-223 and in GC M 35,246 (Feb. 20, 1973), in which
t he Chi ef Counsel gave advance approval to the position taken in
Rev. Rul. 75-223, as follows:
Under that Ruling [Rev. Rul. 75-223] and GC. M 35246 a
distribution by a parent corporation of the assets of a
subsidiary (or the proceeds of a sale of such assets)
received in a liquidation governed by Code sections 332
and 381 is to be treated no differently than a

distribution by a corporation of the assets of a branch
or division (or the proceeds of a sale of such assets).

10 The ruling contrasts the partial redenption distribution
in situation 3 and treats it as a corporate separation governed
by sec. 355 rather than as a corporate contraction qualifying as
a partial liquidation wthin the nmeaning of sec. 346(a)(2). Rev.
Rul . 75-223, 1975-1 C. B. 109, 110. Unlike situations 1 and 2,
situation 3 does not involve a sec. 332 liquidation entailing a
carryover of tax attributes under sec. 381. See also Rev. Rul.
79-184, 1979-1 C.B. 143, involving a parent’s sale of the stock
of its wholly owned subsidiary followed by a distribution (pro
rata) of the sales proceeds to the sharehol ders of the parent in
partial redenption of their stock. Analogizing the facts of that
ruling to the facts of situation 3 of Rev. Rul. 75-223, Rev. Rul.
79-184, 1979-1 C.B. at 144 holds that “the overall transaction
has the economi c significance of the sale of an investnent and
distribution of the proceeds” and “does not qualify as a
distribution in partial liquidation within the neaning of section
346(a)(2).”

11 Al t hough under Treasury regulations G C.Ms do not
establish precedent (see sec. 1.6661-3(b)(2), Inconme Tax Regs.),
t hey have been described as “an expression of agency policy”.
Taxation Wth Representation Fund v. IRS, 646 F.2d 666, 682 (D.C
Cir. 1981). Moreover, the Court of Appeals for the Second
Circuit (the court to which an appeal of this decision nost
likely would Iie) has stated that, under certain circunstances,
it my be proper torely on GC.Ms for “interpretive gui dance”
Mor ganbesser v. United States, 984 F.2d 560, 564 (2d Cir. 1993).
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Respondent reaffirnmed his Rev. Rul. 75-223 position in Rev.
Rul . 77-376, 1977-2 C.B. 107. He also reaffirmed that position
in subsequent private letter rulings.'? See, e.g., Priv. Ltr
Rul . 2003-01-029 (Jan. 3, 2003), Priv. Ltr. Rul. 2000-04-029
(Jan. 28, 2000), and Priv. Ltr. Rul. 87-04-063 (Qct. 29, 1986),
applying the principles of Rev. Rul. 75-223 in finding parti al
i quidation distributions under section 302(b)(4) and (e)(2).

Respondent has also reaffirnmed his Rev. Rul. 75-223 position
in the context of transactions other than partial |iquidations.
See, e.g., Priv. Ltr. Rul. 80-19-058 (Feb. 13, 1980), involving
an amal gamation of a United States shareholder’s Country X CFCs,
which qualified as a “corporate acquisition” within the nmeani ng
of section 381. Pursuant to the amal gamati on, CFC F1 contri buted
the stock of its subsidiary, F2, to a new CFC, Newco 1, in
exchange for Newco 1 stock and debentures, the latter
consideration constituting a dividend to F1 under section
356(a)(2). Newco 1 conbined with several operating conpany CFCs,
three of which were sanme country (Country X) subsidiaries of F1

to formNewo Il. In the private letter ruling, the Comm ssioner

2 Private letter rulings may be cited to show the practice
of the Comm ssioner. See Rowan Cos. v. United States, 452 U S
247, 261 n.17 (1981); Hanover Bank v. Conm ssioner, 369 U S. 672,
686- 687 (1962); Rauenhorst v. Comm ssioner, 119 T.C 157, 170 n.8
(2002); Estate of Cristofani v. Conm ssioner, 97 T.C. 74, 84 n.5
(1991); Whods Inv. Co. v. Conm ssioner, 85 T.C. 274, 281 n.15
(1985).
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states that “a surviving corporation carries with it all those
characteristics which the nerged corporation had prior to the
merger * * * [including] the attribute of a predecessor
corporation having engaged in a trade or business with respect to
the use of its assets”, even though that is not an item
specifically listed in section 381(c) as carrying over to the
surviving corporation. Accordingly, the IRS ruled that the
anounts treated as section 356(a)(2) dividends paid to F1 out of
the earnings and profits of a party to the Newco Il anmal gamati on
whi ch were accunul ated when that party (1) was a rel ated person
to F1 within the neaning of section 954(d)(3), (2) had been
created or organi zed under the same foreign country |laws as F1,
and (3) had a “substantial part” of the assets used in its trade
or business |located in such foreign country would not be
i ncludable in FPHCI of F1 for purposes of section 954, by reason
of section 954(c)(4)(A) (now section 954(c)(3)(A(i)), the so-
call ed sane country exception to the treatnent, as FPHCI, of
related party dividends or interest. |In other words, the IRS
found that Newco Il inherited fromfornmer operating subsidiaries
of F1 collapsed into it in a transaction subject to section 381
the attribute of being “engaged in a trade or business with
respect to the use of * * * [those subsidiaries’] assets”.
Therefore, a portion of the Newco Il dividend to F1 arising out

of F1's receipt of the Newco | debentures (which beconme Newco ||
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debentures) was excluded from FPHCI by the sane country
excepti on.

3. The Casel aw

Respondent relies principally upon four cases in support of
his argunent that the H&C assets were not used in Dover UK s
busi ness before their deened sal e by Dover UK. Reese V.

Comm ssi oner, 615 F.2d 226 (5th Gr. 1980), affg. T.C Meno.

1976- 275; Azar Nut Co. v. Comm ssioner, 94 T.C 455 (1990), affd.

931 F.2d 314 (5th Cr. 1991); Acro Manufacturing Co. V.

Commi ssioner, 39 T.C. 377 (1962), affd. 334 F.2d 40 (6th Cr

1964); and Quderkirk v. Comm ssioner, T.C Meno. 1977-120. In

three of those cases (Reese, Azar Nut, and Quderkirk) the issue

is whether an individual’s gain or loss on the sale of a parcel
of real property is capital or ordinary.

a. Reese v. Commi ssi oner

I n Reese, the taxpayer financed the construction of a
manuf acturing plant, which he intended to sell to investors who
woul d agree to |l ease the building to a corporation for use in the
corporation’s manufacturing business. The taxpayer was the chi ef
of ficer and principal shareholder of the corporation. The
partially conpleted plant was sold at a loss to satisfy a
j udgnent agai nst the taxpayer. The issue was whether the |oss
was capital or ordinary. The taxpayer argued for ordinary |oss
treatnent on the ground that the plant was either (1) held

primarily for sale to custoners in the ordinary course of his
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construction business or (2) used in a trade or business,
excl udable, in either case, fromcapital asset status under what,
respectively, are now paragraphs (1) and (2) of section 1221(a).
The Court of Appeals for the Fifth Grcuit found that (1) the
taxpayer’s activities in financing and acting as buil der,
devel oper, and general contractor for the construction of the
pl ant between 1968 and 1970, when the buil ding was sold,
constituted “an isol ated, non-recurring venture”, which did not
constitute a trade or business, and (2) the property sold was
intended for use by the corporation in its manufacturing
busi ness, not by the taxpayer in his business of being a

corporate executive. Reese v. Conmm ssioner, 615 F.2d at 231.

Therefore, the Court of Appeals held that the property was not
excluded fromthe definition of a capital asset as either
property held for sale to custoners in the ordinary course of
busi ness or as property used in the taxpayer’s trade or business.
Id.

In support of his argunent that Dover UK s deened hol di ng of
the H&C operating assets “for only a nonment before the sale” did
not transformthose assets into assets used in Dover UK s
busi ness, respondent relies on the conclusion of the Court of
Appeal s in Reese that an “isolated, non-recurring venture” cannot
anount to the conduct of a trade or business. The facts before

the Court of Appeals, and the question it answered, however, are
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di stingui shable fromthe facts and question before us. In Reese,
the Court of Appeals was asked to conclude (and did concl ude)
that the taxpayer’s venture into real property construction never
anounted to the conduct of a trade or business. Here, on the
deened |iquidation of H&C, Dover UK is deened to have received
the assets of what undeni ably was an ongoi ng busi ness. The
guestion is whether that business was ever conducted by Dover UK
Reese does not answer that question.?®®

b. Quderkirk v. Commi ssi oner and Azar Nut Co.
v. Comm ssi oner

Quderkirk v. Commi ssioner, T.C. Meno. 1977-120, invol ved an

i ndi vi dual who, in connection with the liquidation of a
corporation, received 7,700 acres of cut-over tinberland and an
obsolete and inefficient sawm ||, both of which the taxpayer
contributed to a partnership owed by himand his wife. After
refurbi shnment, the sawm || was placed in operation. Over an 11-
year period, approximately 80 percent of the tinber processed by
the sawm || was acquired from sources outside the 7,700 acres of
ti mberl and owned by the partnership. At the end of that period,

the partnership sold the sawm ||l at a loss (which it reported,

13 The position of the Court of Appeals for the Fifth
Circuit in Reese v. Conm ssioner, 615 F.2d 226 (5th CGr. 1980),
affg. T.C. Meno. 1976-275, that a single nonrecurring venture
ordinarily wll not be considered a trade or business, has been
referred to as the “one-bite” rule, a rule that has been
specifically rejected by this Court. See Cottle v. Conm ssioner,
89 T.C. 467, 488 (1987); Morley v. Comm ssioner, 87 T.C 1206,
1211 (1986); S&H, Inc. v. Comm ssioner, 78 T.C. 234, 244 (1982).
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and passed through to the taxpayer and his wife, as an ordinary
|l oss fromthe sale of property used in a trade or business) and
sold the tinberland at a gain (which it reported, and passed
through to the taxpayer and his wife, as a capital gain fromthe
sale of an investnent asset). The Comm ssioner chall enged the
characterization of the tinberland gain as capital gain, arguing
that the tinberland was not a capital asset because it was
property used in the partnership’s sawm || and | unber busi ness.
We rejected the Conm ssioner’s position and sustained the
t axpayer’s argunent that the property was investnent property in
t he hands of the partnership. |In reaching that conclusion, we
noted that “[t]he incidental use of this 7,700-acre tract in
connection wwth * * * [the] cutting of scattered tinber did not
convert the tract frominvestnent property to real property used
in the [partnership s] sawm || business within the neani ng of
section 1231.” Id.

In Quderkirk, as in Reese v. Conm ssioner, supra, the issue

was whet her the property in question had a business connection
sufficient to require its exclusion fromthe definition of a
capital asset (in Quderkirk, as property used in a trade or

busi ness, and, in Reese, as inventory type property). Therefore,
Quderkirk, like Reese, is distinguishable fromthis case, where
the issue is whether assets undeniably used in a trade or

busi ness were used in a trade or business conducted by Dover UK
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In Azar Nut Co. v. Comm ssioner, 94 T.C 455 (1990), the

t axpayer, in connection with its termnation of an individual’s
enpl oynent, purchased the enpl oyee’s residence at an apprai sed
fair market val ue pursuant to the terns of an enpl oynent
agreenent. The taxpayer imedi ately listed the house for sale at
the purchase price paid to its former enployee but eventually
incurred a substantial loss on the sale, sonme 22 nonths |ater.
Because the house was never held for rental by the taxpayer or
used or intended for use in the taxpayer’s business, we held that
it was not exenpt fromcapital asset status as property used in a
trade or business and that the | oss was, therefore, capital

loss. ™ 1d. at 463-464. |In Azar Nut, as in Quderkirk v.

Conm ssi oner, supra, and Reese v. Comm Ssioner, supra, capital

asset status was based upon insufficient (or no) business use,
not, as respondent argues in this case, upon the identity of the

user of assets undeniably used in a trade or business.

4 The taxpayer in Azar Nut Co. v. Conmi ssioner, 94 T.C
455 (1990), affd. 931 F.2d 314 (5th Gr. 1991), argued that the
house was not a capital asset because its purchase fromthe
term nat ed enpl oyee and subsequent resale were connected with the
t axpayer’s business; i.e., the transactions arose out of a
busi ness necessity, not an investnment purpose. W rejected that
argunment on the basis of Ark. Best Corp. v. Conm ssioner, 485
U S 212 (1988). That case rejected the business connection-
busi ness notivation rationale of such cases as Conm Sssi oner V.
Bagley & Sewall Co., 221 F.2d 944 (2d Cr. 1955)(relied upon by
the taxpayer in Azar Nut), affg. 20 T.C. 983 (1953), and held
that property constitutes a capital asset unless it is excluded
fromcapital asset status by one of the specific statutory
exclusions listed in what is now sec. 1221(a). Ark. Best Corp.
v. Conmm ssioner, supra at 223.
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c. Acro Manufacturing Co. v. Conm ssi oner

In Acro Manufacturing Co. v. Conm ssioner, 39 T.C 377

(1962), the taxpayer, a manufacturer of precision swtches and
thernostatic controls, acquired in a tax-free reorgani zation the
stock of Universal Button Conpany (Button), a nmanufacturer of
metal buttons for work clothes. Some 3 nonths |ater, the
t axpayer received an offer to buy all of the stock or assets of
Button. Because the taxpayer wi shed to avoid capital |oss on a
sale of the Button stock, the parties to the transaction
negoti ated an agreenent for the sale of Button’s assets whereby
t he taxpayer would |iquidate Button and sell its assets to the
purchaser. Pursuant to that agreenent, Button adopted a plan of
conplete liquidation. On the follow ng day, |less than 7 nonths
after its acquisition by the taxpayer, Button underwent a tax-
free section 332 liquidation, and its assets were sold by the
t axpayer to the purchaser for cash plus the purchaser’s
assunption of the liabilities relating to the business fornerly
carried on by Button. Button’s business continued uninterrupted
during the foregoing owership transfers.

The taxpayer argued that the non-capital asset character of
the assets in Button’s hands should carry over to the taxpayer
after the section 332 |iquidation because, under the section

1223(2) hol ding period “tacking” provisions, the taxpayer is
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deened to have held or owned those assets while they were used by

Button in the conduct of its business. Acro Manufacturing Co. V.

Comm ssi oner, supra at 383. Respondent, while admtting that the

assets distributed to the taxpayer in connection with the section
332 liquidation of Button were not capital assets in Button's
hands, argued that, because the fornmer Button assets were never
used in the taxpayer’s business, they constituted capital assets
in the taxpayer’s hands. 1d. at 384.

W rejected the taxpayer’s argunents and held that the
character of the Button assets did not automatically carry over
to the taxpayer; rather, we stated that our concern was with the
“tax nature” of those assets in the taxpayer’s hands. W asked:
“Were the assets acquired or used in connection with a business
of * * * [the taxpayer]?” 1d. W found that the taxpayer
“nei ther acquired nor used the Button assets in its business,
neither did * * * [the taxpayer] enter into the button business.”
Id. at 386. In connection with those findings, we rejected the
taxpayer’s argunment that it used the former button assets inits
busi ness “for a short tinme”, between the sane-day |iquidation of
Button and sale of its assets, stating that “ownership for such a
mnimal, transitory period is insufficient to establish *use’ of
the distributed assets in * * * [the taxpayer’s] business or to
place * * * [the taxpayer] in the button business.” 1d. at 384.

As a result, we found that the fornmer Button assets were capital
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assets in the taxpayer’s hands and the taxpayer’s sale of those
assets resulted in a capital loss. 1d. at 386.

Both the result in Acro Manufacturing Co. v. Conmni SSioner,

supra, and our reasoning in reaching that result were affirnmed by

the Court of Appeals for the Sixth Crcuit. Acro Manufacturing

Co. v. Conm ssioner, 334 F.2d 40 (6th Cr. 1964). |In affirmng

our decision that the taxpayer’s “mnimal, transitory” period of
actual ownership of assets whose character was non-capital in
Button’s hands was insufficient to establish their character as
non-capital assets in the taxpayer’s hands, the Court of Appeals
observed that it was “not advised of any show ng by the

t axpayer’s corporate records” that the taxpayer did, in fact,
operate the button business for any period of tinme. |d. at 44.1

VWile the facts of Acro Manufacturing Co. v. Commi SSioner,

39 T.C. 377 (1962), involve an actual, rather than a deened,
section 332 liquidation, we do not believe that that is a
consequential difference. Because the period between the deened
distribution in liquidation of H& s assets and the deened sal e

of those assets can be described as a “mnimal, transitory

15 Respondent points out that Dover UK failed to report any
income fromH&C s business on its 1997 return filed with the
United Kingdom I nl and Revenue. Wile we deemthat fact
irrelevant, we note that Dover UK's United Kingdomtax reporting
position is justified by the fact that H&C s di sregarded entity
election resulted in a deened liquidation of H&C effective for
United States, but not United Kingdom tax purposes.
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period”, we conclude that the facts before us are, as pertinent,

not di stinguishable fromthe facts in Acro Manufacturing Co.

C. Analysis and Application of Authorities

Respondent specifically acknow edges that, for tax purposes,
H&C s di sregarded entity election constituted a deened section
332 liquidation of H& i nto Dover UK, whereby H&C becane a branch
or division of Dover UK. Respondent refers to the disregarded
entity election as a “check-the-box |iquidation” and states that
there is no difference between it and an actual section 332
I i qui dati on.

Accordingly, the principal question before us is whether,
attendant to a section 332 |liquidation, the transferee parent
corporation succeeds to the business history of its |iquidated
subsidiary wwth the result that the subsidiary s assets used in
its trade or business constitute assets used in the parent’s
trade or business upon recei pt of those assets by the parent.

Because Dover UK s disregarded entity election is
characterized as an actual liquidation of H&C for incone tax
pur poses, anong the undi sputed tax consequences are the
followi ng: (1) Dover UK recogni zed neither gain nor loss on its
deened recei pt of H&C s assets, see sec. 332(a); (2) it succeeded
to H&C s basis in those assets, see sec. 334(b); and (3) it would
add H&C s hol ding period to its own (deened) holding period in
t hose assets, see sec. 1223(2). Moreover, the deened-received

assets did not constitute a single, nmass asset with a unitary
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hol di ng period, but conprised the nunerous classes of both
tangi bl e and i ntangi bl e property necessary to constitute a goi ng
el evator installation and service business (e.g., tools, spare
parts, fixtures, and accounts receivable). Each item deened
recei ved by Dover UK cane with a distinct, carryover basis and an

exi sting holding period. Cf. Wllians v. MGowan, 152 F.2d 570,

572 (2d G r. 1945) (capital asset status of the assets of a
busi ness sold shortly after the partnership conducting the

busi ness was term nated nust be determ ned on an asset by asset
basi s) .

Agreeing, as he nust, to the foregoing description of the
tax consequences resulting to Dover UK fromits deened receipt of
H&C s assets, respondent, neverthel ess, argues: “Dover UK nust *
* * use, or hold for use, such assets for the requisite period of
time inits trade or business before Dover UKis allowed to
exclude from FPHCI the gain fromthe [deened] sale of those
assets.” Respondent refuses to attribute H& s busi ness history
to Dover UK

Dover UK had a separate identity from H&C and t he

busi ness of H&C (installing and servicing el evators)

was not the business of Dover UK (a hol di ng conpany).

I n addition, Dover UK never intended to use the assets

in an el evator business. It acquired the assets for

t he purpose of selling those assets and avoi di ng FPHCI

The argunents of the parties concerning whether we nust deem

Dover UK to have succeeded to H&C s busi ness history center on

section 381, which provides that the acquiring corporation in a
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section 332 liquidation succeeds to the various tax attributes of
the distributing corporation described in section 381(c).1®
Wil e section 381(c) does not |ist anong the carryover attributes
the distributing corporation’s business history, we agree with
petitioner that respondent’s denial that Dover UK succeeded to
H&C s business history is inconsistent wwth his position in Rev.
Rul . 75-223, 1975-1 C. B. 109, Rev. Rul. 77-376, 1977-2 C. B. 107,
GCM 37,054 (Mar. 21, 1977), and a nunber of private letter
rulings (discussed supra section V.B.). Respondent argues that
the conclusion reached in Rev. Rul. 75-223 (and reaffirmed in
subsequent published and private rulings) should be limted to
section 346. Respondent further states that “petitioner should
not be allowed to argue that the tax attributes of a subsidiary
are carried over to the parent in all cases under * * * [section
381].” We disagree.

The crucial finding in all of the rulings discussed supra
section V.B., is that, in any corporate amal gamati on invol vi ng
the attribute carryover rules of section 381, the surviving or
reci pient corporation is viewed as if it had always conducted the

busi ness of the fornerly separate corporation(s) whose assets are

1 Ampbng the tax attributes of the transferor subsidiary
that carry over to the transferee parent, pursuant to sec.
381(c), are net operating |loss and capital |oss carryovers,
earnings and profits, and the subsidiary’s overall method of
accounting, nmethod of conputing inventories, and nethod of
conputing the all owance for depreciation.
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acquired by the surviving corporation. See, e.g., Rev. Rul. 75-
223, 1975-1 C. B. at 110. The Chief Counsel has stated
unequi vocal ly that the inpact of that finding on a distribution
by a corporation of assets received by it in a section 332
liquidation is that the distribution “is to be treated no
differently than a distribution by a corporation of the assets of
a branch or division”. GCM 37,054 (Mar. 21, 1977). Al though
that principle has been applied by the Conm ssioner in specific
contexts (generally, in connection with fornmer section 346 or
section 302(e) partial liquidations), it has been stated as a
principle of Iaw applicable in any case involving a corporate
conbi nation to which section 381 applies. That includes a
section 332 liquidation. Moreover, if a parent corporation’s
distribution to its sharehol ders of the operating assets of a
former subsidiary, inmmediately after receiving those assets in a
section 332 liquidation of the subsidiary, qualifies as “a
genui ne contraction of the * * * [parent corporation’s] business”
for purposes of section 1.346-1(a)(2), Inconme Tax Regs., we fail
to see any basis for not applying the sane rationale to the
parent’s sale of the |iquidated subsidiary’s assets, so that the
sale is treated as a sale of assets used in the parent
corporation’s business for purposes of section 1.954-2(e)(3)(ii)

through (iv), Income Tax Regs.
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I n Rauenhorst v. Comm ssioner, 119 T.C 157 (2002), we

refused “to allow * * * [IRS] counsel to argue the | ega
principles of * * * opinions against the principles and public
gui dance articulated in the Comm ssioner’s currently outstandi ng
revenue rulings.” 1d. at 170-171. Consistent with our hol ding

i n Rauenhorst, we refuse to allow respondent to argue the | egal

principles of Acro Manufacturing Co. v. Conm ssioner, 39 T.C 377

(1962), against the principles subsequently articulated in Rev.
Rul . 75-223, 1975-2 C.B. 109, Rev. Rul. 77-376, 1977-2 C B. 107,
and GC M 37,054 (Mar. 21, 1977). W therefore consider
respondent to have conceded that, as a direct result of a section
332 liquidation of an operating subsidiary, the surviving parent
corporation is considered as having been engaged in the

I i qui dated subsidiary’s preliquidation trade or business, wth
the result that the assets of that trade or business are deened
assets used in the surviving parent’s trade or business at the

time of receipt. See Rauenhorst v. Conm ssioner, supra at 170-

171, 173. As stated by respondent on brief, pursuant to section
301.7701-3(g) (1) (i1i) and (2)(i), Proced. & Adm n. Regs., “there
is no difference between a check-the-box |iquidation and an

actual liquidation.” Therefore, notw thstanding our holding in

Acro Manufacturing Co. v. Conmissioner, supra,! we concl ude that

17 W need not revisit our decision in that case at this
time.
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respondent has conceded that Dover UK s deened sale of the H&C
assets immedi ately after the check-the-box |iquidation of H&C
constituted a sale of property used in Dover UK s business within
t he neani ng of section 1.954-2(e)(3)(ii) through (iv), Incone Tax
Regs.!® That result is consistent with the conclusion of the

Court of Appeals for the Second Circuit in Wllians v. MGowan,

152 F.2d 570 (2d Cr. 1945), that depreciable property and
inventory that had been part of a business sold shortly after the
partnership conducting the business was termnated retain their
status as non-capital assets in the hands of the individual
sel l er.

Respondent’ s acknow edgnent that the business history and
activities of a subsidiary carry over to its parent in connection
wth a section 332 liquidation of the subsidiary is also
reflected in section 301.7701-2(a), Proced. & Adm n. Regs., which
provides that “if the entity is disregarded, its activities are
treated in the sane nmanner as a sole proprietorship, branch, or
division of the owner”. In the context of a business
organi zation, a “branch” is defined as a “division of a

busi ness”, and a “division” as an “area of * * * corporate

18 Because H&C s use of its assets was entirely business
rel ated, that use alnost certainly covered nore than one-half of
the various periods that, taking into account sec. 1223(2), Dover
UK is deened to have held those assets. Therefore, that use is
deened to be the use for which those assets were held for
pur poses of sec. 1.954-2(a)(3), Incone Tax Regs.
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activity organi zed as an adm nistrative or functional unit.”
Anmerican Heritage Dictionary (4th ed. 2000); see also Black’s Law
Dictionary 188, 479 (6th ed. 1990) (defining a “branch”, in
relevant part, as a “[d]ivision, office, or other unit of
busi ness |ocated at a different |ocation frommain office or
headquarters”, and a “division” as an “[o] perating or
adm nistrative unit of * * * pusiness”). Thus, the plainly
understood inport of the cited regulation’s use of the terns
“branch” and “division” to describe the inpact of the deened
section 332 liquidation resulting froma disregarded entity
el ection with respect to an operating subsidiary (particularly in
light of respondent’s ruling position, as set forth supra) is
that the activities of the business operation indirectly owned by
the parent through its fornmer subsidiary becone the activities of
a functional or operating business unit directly owned and
conducted by the parent.®® 1t follows fromthe | anguage of the
regul ation that the assets used in the business of the (deened)

i qui dated subsidiary retain their status as assets used in the

19 Sec. 301.7701-2(a), Proced. & Adm n. Regs., does not
specify a mninmumperiod of tinme after which a disregarded entity
el ection results in branch or division status for the disregarded
entity. Rather, the disregarded entity is deenmed a branch or
di vision of the owner upon the effective date of the election, a
point that is conceded by respondent on brief. Nor do the check-
t he-box regul ations require that the taxpayer have a business
purpose for such an election or, indeed, for any el ection under
those regul ations. Such elections are specifically authorized
“for federal tax purposes”. Sec. 301.7701-3(a), Proced. & Adm n.
Regs.



- 46 -
sane business by the (deened) branch or division of the parent.

We interpret our statenent in Acro Manufacturing Co. V.

Commi ssioner, 39 T.C. at 386, that the taxpayer “neither acquired

nor used the Button assets in its business” as tantanount to a
statenment that the Button business never becane an operating
branch or division of the taxpayer. Therefore, the Secretary and
the Comm ssioner, in effect, rejected our position in that case
by issuing section 301.7701-2(a), Proced. & Adm n. Regs., as well
as Rev. Rul. 75-223, Rev. Rul. 77-376, and GC. M 37,054.2°
Finally, we note that, consistent wwth his adnonition in the
preanble to the final check-the-box regulations, T.D. 8697, 1997-
1 CB at 216, that “Treasury and the IRS will continue to
monitor carefully the uses of partnerships [and, by extension,
di sregarded entities] in the international context and wll take
appropriate action when * * * [such entities] are used to achieve

results that are inconsistent wwth the policies and rul es of

20 Because of Rev. Rul. 75-223, 1975-2 C.B. 109, and its
progeny, petitioner’s interpretation of sec. 301.7701-2(a),
Proced. & Admin. Regs., as requiring the post-(deened)

i quidation business activities of H& to be consi dered busi ness
activities of Dover UK imedi ately follow ng the deened
liquidation of H&C is certainly a plausible interpretation of
that regulation. As we stated in Corn Belt Hatcheries of Ark.,
Inc. v. Conmm ssioner, 52 T.C. 636, 639 (1969), in sustaining the
t axpayer’s plausible interpretation of an anbi guous ruling,
“[t]axpayers are already burdened with an incredibly | ong and
conplicated tax law. W see no reason to add to this burden by
requiring themanticipatorily to interpret anbiguities in
respondent’s rulings to conformto his subsequent
clarifications”.
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particul ar Code provisions”, respondent was, of course, free to
amend his regulations to require a m nimum period of continuous
operation of a foreign disregarded entity’ s business, prior to
t he disposition of that business, as a condition precedent to
treating the owner as having been engaged in the trade or

busi ness for purposes of characterizing the gain or |oss. But,
in the absence of respondent’s exercise of that authority, we

must apply the regulation as witten. See Exxon Corp. v. United

States, 88 F.3d 968, 974-975 (Fed. Cr. 1996); Wuods Inv. Co. v.

Commi ssioner, 85 T.C 274, 282 (1985); Henry C.Beck Builders,

Inc. v. Conm ssioner, 41 T.C. 616, 628 (1964). As we observed in

sustaining the application of a provision of the consolidated
return regulations, the fact that the regulation gives rise to a
percei ved abuse is “a problem of respondent’s own nmaking”, a
probl em that respondent has allowed to persist by choosing “not
to anend the regulations to correct the problem” CSI

Hydrostatic Testers, Inc. v. Comm ssioner, 103 T.C. 398, 411

(1994), affd. 62 F.3d 136 (5th Gr. 1995).2

21 Respondent did include an allegedly corrective amendnent
as part of proposed regul ations issued on Nov. 29, 1999. See
REG 110385-99, 64 Fed. Reg. 66591 (Nov. 29, 1999). The proposed
regul ati ons contained a special rule for foreign disregarded
entities used in a so-called extraordinary transaction, one of
whi ch constitutes the sale of a 10-percent or greater interest in
such an entity within 12 nonths of the entity’s change in
classification fromassociation taxable as a corporation to
di sregarded entity. Under those circunstances, the proposed
regul ations provided that the disregarded entity “wll instead be

(continued. . .)
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VI. Validity of Section 1.954-2(e)(3), Incone Tax Regs.

Because we find that Dover UK s deened sale of the H&C
assets constituted a sale of assets used in Dover UK s business
wi thin the neaning of section 1.954-2(e)(3)(ii) through (iv),

I ncone Tax Regs., we do not address petitioner’s argunent that
section 1.954-2(e)(3), Incone Tax Regs., is invalid.

VI1. Concl usion

Dover UK's gain on the deened sale of the H&C assets does
not constitute FPHCI to petitioner pursuant to section
954(c) (1) (B) (iii).

Deci sion will be entered

under Rul e 155.

21(...continued)
classified as an association taxable as a corporation”. Sec.
301. 7701-3(h) (1), Proposed Proced. & Adm n. Regs., 64 Fed. Reg.
66594 (Nov. 29, 1999). (W assune that the consequence of that
approach would be that a CFC s sale of the stock of the
di sregarded entity would be treated as a sale of property
described in sec. 954(c)(1)(B)(i), rather than as a sale of
property described in sec. 954(c)(1)(B)(iii), which is
respondent’s approach in this case, under the existing
regul ations.) After receiving a nunber of unfavorable comments,
respondent, on June 26, 2003, issued Notice 2003-46, 2003-28
| .R B. 53, announcing his intention to withdraw the so-called
extraordinary transaction rule of the proposed regul ations.
Formal w thdrawal of that portion of the proposed regul ations
occurred on Cct. 22, 2003. See REG 1110385-99, 68 Fed. Reg.
60305 (Cct. 22, 2003).



